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Office of Ingpector Genera March 14, 2001

Ms. Vicki H. Hitzhusen, Partner
Arthur Andersen LLP

711 Louisana Stregt

Houston, TX 77002

Re: Qudity Control Review of the Arthur Andersen LLP Audit of the Baylor College of
Medicine for the Fiscal Y ear Ended June 30, 1999
Assignment Number A0101300
Report No. 1G-00-010

Dear Ms. Hitzhusen:

The subject find report is provided for your use. Please refer to the Results of Review section
for the overdl review results.

If you have any questions concerning the report, please contact Mr. Patrick A. ller, Director,
Audit Quality, at (216) 433-5408, or Ms. Vera Garrant, A-133 Audit Manager, at (202)
358-2596. We appreciate the courtesies extended to the audit staff. The report distribution is
in Appendix D.

Sincerdy,
[original signed by]
Rus=l A. Rau

Assgant Ingpector Generd for Auditing

Enclosure



cc:

AO/Chief Information Officer

B/Acting Chief Financid Officer

B/Comptroller

BF/Director, Financid Management Divison

G/Generd Counsdl

H/Associate Adminigtrator for Procurement

JM/Director, Management Assessment Divison

Mr. John Fisher, Manager, Nationd Externd Review Center, Office of Ingpector Generd,
Department of Health and Human Services



bcc:
AIGA chron
W/ P. ller
S. Laccheo
N. Cipalla
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Quality Control Review of Arthur Andersen LLP Audit of
the Baylor College of Medicine
Fiscal Year Ended June 30, 1999

I ntroduction

The Baylor College of Medicine (the College) of Houston, Texas, is a private, not-for-profit
ingtitution that provides education, patient care, and research. Initidly affiliated with Baylor
Universty, the College became an independent ingtitution in 1969.

The Department of Hedlth and Human Services (HHS) is the cognizant audit agency for the
College. HHS granted the National Aeronautics and Space Adminigtration (NASA), a
Federd-funding agency to the College, permisson to perform aqudity control review of the
Arthur Andersen LLP audit of the College for the fiscal year ended June 30, 1999.* The Single
Audit Act and the Single Audit Act Amendments require the audit.? For the fiscal year, the
College reported tota direct Federd expenditures for NASA of $11.2 million and total
expenditures of $164.8 million.

Appendix A provides details on the single audit requirements.

Objectives

The objective of our report review was to determine whether the report the College submitted
to the Federal Audit Clearinghouse® meets the applicable reporting standards and Office of
Management and Budget (OMB) Circular A-133* reporting requirements.

The objectives of our quaity control review were to determine whether Arthur Andersen LLP

conducted the audit of the financid statements, the research and development mgor program,®
and the Department of Veterans Affairs mgjor program in accordance with

The Houston, Texas, office of Arthur Andersen LLP performed the single audit for the College for the fiscal
year ended June 30, 1999.

%Office of Management and Budget Circular A-133, “Audits of States, Local Governments, and Non-Profit
Organizations,” implements the requirements of the Single Audit Act and the Single Audit Act
Amendments. Appendix A contains details on the requirements of the Circular.

*The Single Audit Act Amendments of 1996, §7504(c), require the Office of Management and Budget to
establish the Federal Audit Clearinghouse to receive the Circular A-133 audit reports.

“See footnote number 2.



gpplicable standards and whether the audit met the auditing and reporting reguirements of OMB
Circular A-133. Appendixes B and C provide details on the objectives, scope, and
methodology.

Results of Review

We reviewed the Arthur Andersen LLP audit results, audit report format, and related working
papers and concluded the following:

Reported A-133 Results. On February 16, 2000, Arthur Andersen LLP issued the
audit report for the College for the fiscal year ended June 30, 1999. The auditors
identified no findings or questioned codts related to the mgor programs. Arthur Andersen
LLPissued an unqualified opinior? on the financial statements, Schedule of Expenditures
of Federal Awards,” and mgjor program compliance® The auditors aso found no
instances of noncompliance in the financia statement audit that must be reported under
generaly accepted government auditing standards.® Findly, the auditors identified no
material wesknesses' related to interna controls for the financia statement or major
programs.

Report Quality Review Results. The audit report meets the gpplicable auditing and
reporting guidance and regulatory requirementsin (1) OMB Circular A-133 and itsrelated
Compliance Supplement, (2) generdly accepted government auditing standards, and (3)
generaly accepted auditing standards.

°A major program isa Federal program that the auditors determined through a risk analysis is subject to
audit for the organization’s current fiscal year.
®An unqualified opinion means that the financial statements are presented fairly in all material respects;
expenditures of Federal funds are presented fairly in relation to the financial statementstaken asawhole;
and the auditee has complied with all applicable laws, regulations, and contract provisionsthat could have a
direct and material effect on each major program.
"The Schedule of Expenditures of Federal Awards shows the amount of annual Federal award expenditures
by Federal agency for each program, grant, or contract.
8Major program compliance refers to an assessment of the auditee’ s compliance with laws, regulations, and
provisions of contracts or grant agreements that could have a direct and material effect on each major
program.
*These standards, promulgated by the Comptroller General of the United States, are broad statements of the
auditors’ responsihilities.
“The American Institute of Certified Public Accountants Statement of Position 98-3, Appendix D, definesa
material weakness as:
... acondition in which the design or operation of one or more of the internal control
components [control environment, risk assessment, control activities, information and
communication, and monitoring] does not reduce to arelatively low level therisk that
misstatements in amounts that would be material in relation to the financia
statements being audited may occur and not be detected within a timely period by
employeesin the normal course of performing their assigned functions.



Audit Quality Review Results. The Arthur Anderson LLP audit work meetsthe
gpplicable auditing guidance and requirementsin (1) OMB Circular A-133 and its related

Compliance Supplement, (2) generdly accepted government auditing standards, and (3)
generaly accepted auditing standards.



Appendix A. Single Audit Requirements

The Inspector Generd Act of 1978, as amended (Public Law 95-452), requires an agency’s
Inspector Genera to “take gppropriate steps to assure that any work performed by non-
Federa auditors complies with the standards established by the Comptroller Generd.”

The Single Audit Act of 1984 (Public Law 98-502) was intended to improve the financia
management of state and local governments, while OMB Circular A-133 was intended to
improve financia management for nonprofit organizations. The Act and the Circular established
uniform requirements for audits of Federd financid assstance, promoted efficient and effective
use of audit resources, and hel ped to ensure that Federal departments and agencies rely on and
use the audit work to the maximum extent practicable.

The Single Audit Act Amendments of 1996 (Public Law 104-156) incorporate the previoudy
excluded nonprofit organizations. Including the nonprofit organizations srengthens the
usefulness of the audits by establishing one uniform set of auditing and reporting requirements for
al Federal award recipients that are required to obtain asingle audit. Mgor changes to the Act
include: (1) increasing the audit threshold from $25,000 to $300,000 with respect to Federa
financial assstance programs before an audit is required; (2) selecting Federd programs for
audit based on arisk assessment rather than the amount of funds involved; and (3) improving
the contents and timedliness of sngle audits.

OMB issued the revised Circular A-133 on June 24, 1997, pursuant to the Single Audit Act
Amendments of 1996. In generd, the Circular requires that an auditee who expends $300,000
or more annually in Federa awards obtain an audit and issue a report of its Federal award
expenditures in accordance with the generaly accepted government auditing standards
goplicable to financia audits. The audit must be performed by auditors who mest the
independent standards in generdly accepted government auditing standards and in accordance
with the auditing and reporting requirements of the Circular and its related Compliance
Supplement. The audit report submission contains the:

financid statements and related opinion,

Schedule of Expenditures of Federad Awards and related opinion,

report on the internd controls and compliance review of the financid statements,
report on interna controls reviewed and compliance opinion on mgor programs,
and

Schedule of Findings and Questioned Costs.

The auditee must dso submit a Data Collection Form to the Department of Commerce
Clearinghouse. The form summarizes the significant information in the audit report for
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dissemination to the public through the Internet. Respongble officias from the audited entity
and the audit organization sgn the form certifying to the information presented.

The Compliance Supplement is based on the requirements of the Single Audit Act Amendments
of 1996 and the June 24, 1997, revision of OMB Circular A-133, which provide for the
issuance of a compliance supplement to assst auditorsin performing the required audits. The
Nationd State Auditors Association study states:

The Compliance Supplement provides an invaluable tool to both Federal
agencies and auditors in setting forth the important provisions of
Federal assistance programs. This tool allows Federal agencies to
effectively communicate items which they believe are important to the
successful management of the program and legislativeintent . . ..

Compliance with the Supplement satisfies the requirements of OMB Circular A-133. The
Supplement identifies Federd programs by Federd agency. The Supplement identifies exigting,
important, compliance requirements, which the Federa Government expects the auditors to
congder as part of an audit required by the 1996 Amendments. Using the Supplement
eliminates the need for the auditors to research the laws and regulations for each mgjor program
audit to determine the compliance requirements that are important to the Federd Government
and that could have adirect and materid effect on the mgor program. The Supplementisa
more efficient and cost-effective approach to performing thisresearch. 1t ... provides a source
of information for auditors to understand the Federal program’ s objectives, procedures, and
compliance requirements relevant to the audit as well as audit objectives and suggested audit
procedures for determining compliance with the requirements.”

For single audits, the Supplement replaces agency audit guides and other audit requirement
documents for individua Federd programs and specificdly states which of the following 14
compliance requirements are applicable to amagjor program that may be audited:

Activities Allowed or Undlowed

Allowable Costs/Cost Principles

Cash Management

Davis-Bacon Act

Higibility

Equipment and Redal Property Management
Matching, Leve of Effort, Earmarking
Period of Avallability of Federd Funds
Procurement and Suspension and Debarment
Program Income

Red Property Acquistion/Relocation Assistance

Reporting

CoNoakrwWNRE
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13. Subrecipient Monitoring
14. Specid Testsand Provisons

The Compliance Supplement assgts the auditors in determining the audit scope for the
Circula’ sinterna control requirements. For each compliance requirement, the Supplement
describes the objectives of interna control and certain characterigtics that when present and
operating effectively, may ensure compliance with program requirements. The Supplement
gives examples of the common characterigtics for the 5 components of internd controls (control
environment, risk assessment, control activities, information and communication, and monitoring)
for the 14 compliance requirements.



Appendix B. Objectives and Scope

Audit Report Review

The objective of an audit report review is to determine whether the report submitted by the
auditee meets the applicable reporting standards and the OMB Circular A-133 reporting
requirements. AsaFederd funding agency to the Baylor College of Medicine (College), we
performed areview of the audit report on the College for its fisca year ended June 30, 1999.
We reviewed the report for compliance with the requirements of the Single Audit Act, Single
Audit Act Amendments of 1996, and OMB Circular A-133. We focused our review on the
report’ s qualitative aspects of (1) due professond care; (2) auditor’ s qudifications and
independence; (3) financia statements, compliance, and internal control reporting; (4) Schedule
of Expenditures of Federa Awards; and (5) Schedule of Findings and Questioned Costs.™

Quality Control Review

The objectives of aquality control review are to ensure that an audit was conducted in
accordance with generally accepted government auditing standards™ and generally accepted
auditing sandards and whether the audit meets the auditing and reporting requirements of OMB
Circular A-133. AsaFederd funding agency to the College, we conducted a quality control
review of the Arthur Andersen audit working papers. We focused the review on the quditative
agpects of the audit, which include;

auditor’ s quaifications,

independence,

due professiond care,

quality control,

planning and supervision,

Federa receivables and payables,

maor program determination, and

interna controls and compliance testing for mgjor programs.

We aso focused the review on the working paper support for the:
Schedule of Expenditures of Federa Awards,

Schedule of Findings and Questioned Cogts, and
Data Collection Form.

"Appendix C describes the information in the Schedul e of Findings and Questioned Costs.
2These standards, promulgated by the Comptroller General of the United States, are broad statements of the
auditors’ responsihilities.
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We organized our review by the genera and fidld work audit standards and the required
elements of asingle audit. We emphasized the areas of mgjor concern to the Federd
Government such as determining and auditing mgjor program compliance and interna controls.
We conducted the review February 7-14, 2001, at the Houston, Texas, office of Arthur
Andersen LLP. The NASA Office of Inspector Genera has not previoudy performed a quality
control review at other Arthur Andersen LLP locations.

Peer Review Report

We reviewed the October 14, 1998, report on the most recent peer review of Arthur Andersen
LLP performed by Ddloitte & Touche LLP. The Deloitte & Touche LLP review determined
that Arthur Andersen LLP met the objectives of the quality control review standards established
by the American Ingtitute of Certified Public Accountants and that Arthur Andersen complied
with the standards during the fisca year ended August 31, 1998.



Appendix C. Quality Control Review M ethodology

Independent Auditors Report on Financial Statements and Supplementary Schedule of
Expenditures of Federal Awards

The auditors are required to determine whether the financid statements are presented fairly in all
materid respectsin conformity with generadly accepted auditing principles and are free of
materid misstatement. The auditors are dso required to subject the Schedule of Expenditures
of Federd Awards to the procedures applicable to the audit of the financial statements and to
ensure that the amounts are fairly stated in relation to the basic financid statements. We
reviewed the audit programs and the testing of evidence to determine whether testing was
aufficient based on an assessment of control risk to warrant the conclusion reached. We dso
reviewed the working papers to determine whether they supported the conclusion.

Schedule of Expenditures of Federal Awards

The recipient is respongible for creeting the Schedule of Expenditures of Federd Awards and
the accompanying notesto the Schedule. The auditors are required to audit the information in
the Schedule and review the notesto ensureit is fairly presented in dl materid respectsin
relation to the financia statements taken asawhole. We reviewed the audit programs for the
appropriate procedures and traced some of the amounts to the Subsidiary Ledger and/or Trial
Bdance.

Independent Auditors Report on Compliance and on Internal Control Over Financial
Reporting Based on an Audit of Financial Statements Performed in Accordance with
Government Auditing Standards

The auditors are required to determine whether the recipient has complied with laws and
regulations that may have a direct and materid effect in determining financia statement amounts.
The auditors are dso required to obtain an understanding of interna controls that is sufficient to
plan the audit and to assess control risk. We reviewed the audit programs for the appropriate
procedures, the working paper documentation, and the compliance and substantive testing
performed.
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Independent Auditors Report on Compliance with Requirements Applicable to Each
Major Program and Internal Control Over Compliance in Accordance with OMB
Circular A-133

The auditors are required to determine whether the recipient has complied with laws,
regulations, and the provisions of contracts and grant agreements that may have adirect and
materid effect on each of its mgor Federa programs. The auditors are required to use the
procedures in the OMB Circular A-133 Compliance Supplement (April 1999) to determine the
compliance requirements for each mgjor program. We reviewed the audit program for the
appropriate procedures and compared the audit program steps to those in the Compliance
Supplement to determine whether the gpplicable steps had been performed. We aso reviewed
the working paper documentation and its support and the compliance tests performed.

The auditors must perform procedures to obtain an understanding of interna controls over
Federa programs that is sufficient to plan an audit to support alow-assessed leve of control
risk for mgor programs. The auditors must plan and perform internd controls testing over
major programs to support alow leve of control risk for the assartions relevant to the
compliance requirements for each mgjor program. We reviewed the audit programs for the
appropriate procedures, the working paper documentation, and the test of controls performed.

Summary of Auditors Results

The auditors are required to prepare a Schedule of Findings and Questioned Costs that
summarizes the audit results. This schedule includes information about and reated to the audit
that is not required to be identified in other parts of the audit report including: (1) mgor
programs audited, (2) details on findings and questioned costs (including reportable conditions
and materid weaknesses), (3) dollar threshold to identify major programs, and (4) whether the
recipient is consgdered to be low risk. We reviewed the audit programs for the appropriate
procedures and the working paper documentation supporting the information in the schedule.

10



Appendix D. Report Distribution

Audit Firm

Ms. Vicki H. Hitzhusen, Partner
Arthur Andersen LLP

711 Louisiana Stregt

Houston, TX 77002

Audited Organization

Mr. R. W. Evans
Controller, Finance

Baylor College of Medicine
One Baylor Plaza

Houston, TX 77030

Federal Offices of Inspector General

Department of Agriculture

Department of Commerce

Department of Defense

Department of Education

Department of Energy

Department of Health and Human Services
Department of Transportation

Department of Veterans Affairs
Environmenta Protection Agency

Nationa Science Foundation

National Aeronautics and Space Administration (NASA) Officials-in-Charge

A/Adminigrator

AA/Chief of Staff

Al/Associate Deputy Administrator

AO/Chief Information Officer

B/Acting Chief Financid Officer

B/Comptroller

BF/Director, Financid Management Divison
G/Generd Counsdl

H/Associate Adminigtrator for Procurement
JM/Director, Management Assessment Divison
L/Asociate Adminigrator for Legidative Affairs
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NASA Centers

Director, Ames Research Center

Director, Goddard Space Flight Center

Acting Director, Lyndon B. Johnson Space Center
Director, George C. Marshal Space Flight Center



NASA Assistant Inspector General for Auditing
Reader Survey

The NASA Office of Inspector General has a continuing interest in improving the
usefulness of our reports. We wish to make our reportsresponsiveto our customers
interests, consistent with our statutory responsibility. Could you help us by completing
our reader survey? For your convenience, the questionnaire can be completed
electronically through our homepage at
http://mww.hg.nasa.gov/office/oig/hg/auditshtml or can be mailed to the Assistant
Inspector General for Auditing; NASA Headquarters, Code W, Washington, DC
20546-0001.

Report Title: Quality Control Review of Arthur Andersen LLP Audit of the Baylor College
of Medicine for the Fiscal Y ear Ended June 30, 1999 (Assignment No. A0101300)

Report Number: Report Date:

Circlethe appropriate rating for the following statements.

Strongl Strongl
y Agree | Neutra | Disagre |y N/A
Agree | e Disagre
[S
1. Thereport was clear, readable, and logically 5 4 3 2 1 N/A
organized.
2.  Thereport was concise and to the point. 5 4 3 2 1 N/A
3.  Weeffectively communicated the audit 5 4 3 2 1 N/A
objectives, scope, and methodol ogy.
4. Thereport contained sufficient information to 5 4 3 2 1 N/A
support the finding(s) in abalanced and
objective manner.
Overall, how would you rate the report?
0 Excdlent O Far 0 Very Good 0 Poor 0 Good

If you have any additional comments or wish to elaborate on any of the above
responses, please write them here. Use additional paper if necessary.




How did you use the report?

How could we improve our report?

How would you identify yourself? (Select one)

[0 Congressond Staff 0 Media

0 NASA Employee O Public Interest
[0 Private Citizen [0 Other:

0 Government: Federd: State:

May we contact you about your comments?

__Yes Name:

Loca:

Telephone #:

No

Thank you for your cooperation in completing this survey.



Major Contributorsto the Report

Patrick A. ller, Director, Audit Qudity
VeraJ. Garrant, A-133 Audit Manager
Sandra L. Laccheo, Auditor

Nancy C. Cipolla, Report Process Manager



